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INTRODUCTION AND SUMMARY

The Information Technology Association of America (ITAA) opposes Bell Atlantic and

GTE's further revised proposal regarding the disposition of GTE's inter-LATA Internet

backbone operations (Genuity). While styled as a contingent option arrangement, the proposal is

nothing more than an elaborate artifice to evade compliance with the inter-LATA restrictions

contained in Section 271 of the Communications Act.

As demonstrated below, there can be no reasonable doubt that the post-merger Bell

Atlantic/GTE (Verizon) ultimately would convert its 9.5 percent equity interest into an 80

percent interest in Genuity, and \vould thereby derive 80 percent of the benefit 01' Genuity's

appreciation during the time in which Verizon was prohibited from providing in-region, inter-

r.:\ j.\ services. Thus, it is indisrutabk that the proposal \vould give Verizon an immediule

,'cul/omit' 1III('I"e\/ in (ienlllt\ substantiallv in L':\cess 01' I () percent. rhe end-result would be
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precisely the same as if Verizon had a conventional equity interest in excess or ten percent: it

would reduce Verizon' s incentives to open its local markets to competition and \vould give

Verizon an incentive to discriminate in favor ofGenuity.

The Commission has gone to great lengths to ensure that the BOCs are not allowed to

provide in-region. inter-LATA services before they have opened their local markets to

competition. The Commission must be wary of sanctioning any arrangement that the BOCs

could use to circumvent the Section 271 regime. The Commission. therefore. should hold that:

the revised proposal would give Verizon "the equivalent'· of an equity interest 1I1 excess of 10

percent in Genuity: this would cause Genuity to be an "affiliate" of Verizon; and. therefore. the

proposal would violate Section 271 of the Communications Act.'

STATEMENT OF INTEREST

The Information Technology Association of America is the principal trade association of

the nation's information technology industries. Together with its forty-one regional technology

councils. ITAA represents more than 26,000 companies throughoLlt the United States. ITAA's

members provide the public with a wide variety of information products. sothvare. and services.

Many of ITAA' s member companies provide Internet access and other information services.

ITAA has a long-standing interest in the SOC inter-LATA. restriction. ITAA's

predecessor association - the Association of Data Processing Services Organizations (ADAPSO)

participated actively in the proceedings involving the adoption and implementation or the

Wh,k Ihese elll1ll1lelllS ~Ire lil1lited to the issue of whdher the rnllposed drr~lllgel11ellt wlluld ullldwfully give

\l'II/Oll Ihe equiv~lIcllt Ofdll equity illterest ill excess llftell !'JelTellt 111 ('elluit\,. ITA!\ supports the positioll takell by
ollllT Cllll1ll1elllel'S who dellwllstrate lh;lt the prllposl'd ~IlT~lI1gl'lllellt wlluld pn1\'lde Veri/Ull with ~11l ~\ctu;lI equit\

IJllnl'sl III e'\cess oflell percell! ill (lellllll\ dlld/llr Wllllid PI"O\ ide Veri/Oil \\ Ilh IIld,reel clllltrllll)\'cr (Jelluity
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Modification of Final Judgment (MFJ) ITAA also played an active role in the congressional

enactment. and Commission implementation, of Sections 271 and ?7? of the Communications

Act. Finally, ITAA previously participated in this proceeding, through its opposition to Bell

Atlantic and CJTE's ill-conceived and unlavvful request that the Commission allow Bell Atlantic

to acquire GTE's inter-LATA Internet hackhone operations by creJ.ting a "single LATA" for this

operation. '

I. ANY ARRANGEMENT THAT PROVIDES A BOC \VITH AN I:\1MEDIATE
ECONOMIC INTEREST IN AN ENTITY THAT PROVIDES IN-REGION,
INTER-LATA SERVICES IS "THE EQlJIVALENT" OF AN EQUITY INTEREST

In adopting the Telecommunications Act of 1996, Congress correctly recognized that

allowing a BOC to have a direct equity interest in excess of ten percent in an entity that provides

in-region inter-LATA services would undermine the twin goals of Section 271: it would

eliminate the BOC's incentive to open its local markets to competition, while providing the BOC

with the incentive to use its monopoly power to distort competition in the inter-LATA market.

Congress therefore prohibited a BOC from having such an interest until it opens its local markets

to competition.

Congress also recognized that allowing a BOC to enter into certain arrangements that

might not technically qualify as equity interests would eliminate the BOC's incentive to open its

local markets to competition, and would provide the BOC with the incentive to use its monopoly

power to dislllrt competition in tl1l' inter-1AI:\ market, in pr('ci.ll!!t, the same manner as would

alll)\'ving lhe l30C to have a dircct equltv Interest III ~1I1 elltlly that pr()vldes intcr-L:\I.\ scnices.

\,',' Il'llcr I'r()111 /<lIIZlth;lll ,I;IC,lh N;tdlt:r I,) 11"11 \Vlllidll1 I 1''''llll;\ld 1:\1'1' - I')l)l);.
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Consequently. the Act proscribes arrangements that !2lve a BOC "the equivalent" of an equity

interest in excess of ten percent in such entities.

This proceeding requires the Commission to adopt a standard to determine whether a

given arrangement constitutes the "equivalent" of an equity interest. and to apply that standard to

the proposed arrangement. In seeking to establish a standard. the Commission should look

beyond the question of \vhether a particular arrangement would create an equity interest for

accounting, tax. or securities L.l\V purposes, Rather. the Commission should develop a standard

that will promote the dual policy objectives that underlie Section 271 - opening the local market

and preventing BOC anti-competitive abuse in the inter-LATA market.' The standard should

proscribe any arrangement between a BOC and an lI1-reglon. inter-LATA service provider that

would cause a BOC, acting rationally, to conduct its affairs as if it had an equity interest 111

excess of ten percent in the service provider.

A BOCs incentives to open its local markets. and to discriminate in favor of a particular

inter-LATA service provider. will be based on the economic reality of the particular arrangement

, The Commission has been down this road before, In the Qwesl proceeding, the agency was required to determine
whether agreements between two BOCs and the provider of an inter-LATA service violated Section 271, As the
Commission recognIzed. the statute established the controlling legal standard (a BOC may not "provide" in-region,
inter-L.A TA service), but offered little guidance as to whether the complex arrangement developed by the parties ran
,Ifoul of this prohibition In seeking to "give meaning" to the statutory provision, the Commission concluded that it
must Interpret the st<ltutOI'Y terms In a manner that will advance "the dual objectives" of Section 271 ,- providing the
BOCs \\ ith ",1nirmative incentive to open their local markets to competition" and preventing the BOCs from
"Ievel'ag[ IngJ their bottleneck c(1ntrol in the local market into the long distance market." ,'/ T& T CiJ/'po/'a!liJ!J \'

'/l!1c/'llnh Co/'piJ/'alio!J. I:; FCC Red 21431;' 21445 & 21465 (1998) ("QWCS[ ()/'dc/"'j The CommiSSion I'ul'ther
made cledr that. in assessing ,I panicular 'lgreemel1t. the agenc: would look beyond the lorm and would assess the
c;Ub"t~1I1CC lll' the ,peCitic tr,1I1"<lc'IIUI1 rhus, ck,plte the t~lCt th<ll the 130C, h<ld styled their ~lITangelllent ,IS a ",ioil1t
m~lIletll1g agrcemcnt." the ClllllJ11ISsion held that. In reality. the ,lgreclllenls at issue imperlllissibly ;lllowcd the
130Cs tll pl'ovlde Inkr-L.YL\ c;cr\ice, IJ at 21474 Finally, the Cllmlllission relected the 130Cs' contention th,lt
,JI 1011 Ill". thc transactiol1 would be 111 the publiC interest. ,\s the agel1cy correctl: llbserved, Ihe public Interest is best
,el'\'cd "bv preserving the Intent Ill' CUllgress th,ll loed m~lrkets be oren !O (Ulllpl,tltion before flOC, 111<1: enter thl'
'1111". dlsi:lllce 1ll~lrkc(" 1.1 ,II -, j,j~'; I he' CIllllml,sioll ,hould usc the ,;lIne ~lPPI'();lCh in the PI'CSL'l1t proceeding I'he
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that the BOC has with the inter-LATA service provider -- not on whether the arrangement meets

the tcc hn ical c lassi fication of an equity interest. Thus. consistent with the languagc of the

statute. and the dual objectives of Section 271. the Commission should hold that:

An arrangement between a BOC and an inter-LATA service
provider constitutes "the equivalent"' of an equity interest in excess
of ten percent if the arrangement would give the BOC an
immediate economic interest in the service provider in excess of
ten percent of the service provider' s val ue.

II. THE PROPOSED ARRANGEME.\IT WOULD GIVE VERIZON AN ECONOMIC
INTEREST IN GENUITY THAT WOULD BE SUBSTANTIALLY IN EXCESS
OF TEN PERCENT OF GENUITY'S VALUE

Bell Atlantic and GTE have carefully structured the proposed arrangement to conceal its

economic impact. The proposed arrangement appears to be an option agreement. appears to tum

on the occurrence of a genuine contingency. and appears to subject Verizon to a degree of risk if

it does not promptly open its local markets to competition. Under the proposed arrangement,

Verizon \vould "spin off' Genuity into a separate company in return for a 9 ..5 percent equity

interest and an "option" to convert this interest to 80 percent ownership of Genuity. In order for

the option to be effective. however. Verizon would need to obtain Section 271 approval to

provide inter-LATA services in States accounting for tifty percent of its access lines within five

Years. Ir Verizon failed to meet this condition. it could incur a financial loss. Verizon could

exercise the option when the Commission grants it Section 271 authorization in States

accounting for ()5 percent of its access lines

i'~ll'i liLI! 'e)lIl'll CPllcCI"ll~'d voicc SCI"\ICCS. \1 III Ie Ihis IIl,lll,'r PI'lll1dl-lh (hlll 1101 C\CllISIVeh) CllllCL'I"IlS d~lt;1 ,CI"\ ILl·S. IS

IITc·ln.1111 Iltc ('I'lllll1t1IlIC~llioIlS .-\cl dllCS Ilot dillt.'rellll:lll: hellleCIl I <)ICC <Jlld (i<ll~1 SerVICCS
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In order to assess the economic consequences of the proposed agreement. however. the

Commission must look beyond its form to its substance. There can be no reasonable dispute

regarding any of the follo\'ving four facts:

1. Verizon would satisfy the contingency necessary to exercise the option Bell

Atlantic and GTE have set the bar shamelessly low. Bell Atlantic currently has Section 271

authority in New York. which accounts for nearly thirty percent of Bell Atlantic's access lines.

Verizon would need to obtain Commission approval in just two additional States to meet the

fifty-percent threshold. There is no reasonable chance that Verizon would not meet this

extremely modest goal within five years from the date the option agreement becomes etTective ­

a date nearly ten years after the adoption of the Telecommunications Act. But. if it doesn·t.

Verizon could ask the Commission for a further extension. Consequently. there is no realistic

possi bility that Verizon would incur any financial losses.

2. Verizon would exercise the option. Nor can there be any reasonable doubt that

Verizon would exercise the option. The option would allovv Verizon to convert its 9.5 percent

equity interest into an 80 percent equity interest at no addiriona! cost In that circumstance.

failure to exercise the option would be economically unthinkable. Indeed. failure to do so almost

certainly would give rise to a stockholders' action.

3. Verizon would derive the same economic benefit that it would have obtained if it

held a direct 80 percent equiZY interest in GenuiZV during the period in Ivhicll Verizon IvaS flot

aI/owed to jitl~F participate in the inter-LA Tr-! market. ()l1ce Vl'II/On exercised its option. it

\\UlIld acquire an 80 percell! equit} interest in Cienuitv. lkcause Ciel1l1ity \vould not be alkmed

[U m~lkL' significant di\ ideml p:1yl11ents prior to that time. IIp()Il eXL'ITlse l1r the option. \'eri/ol1

\\uuld \)\\11 SO percent or 111C increase in the value ()I' (ienllll\ Ih,ll ()CClIITCd during the PLTi()d in
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\vhich Verizon \vas not permitted to participate tn the inter-LATA market. Economically,

Verizon \VOllIJ be placed in the same position as ifit had owned an 80 percent interest in Genuity

from Dav One. 1

4. Financial markets would value Verizon's interest in Genuity as if VeriZOIl Iwd

an 80 percellt equity interest. Bell Atlantic and GTE have conceded that. under the previous

version of their proposaL the capital markets would have placed a value on Verizon's 9.5 percent

stock interest plus the option equal Eo 80 percent of the value of Genuity. Nothing in the current

proposal changes this. The risk that Verizon would not be able to get Section 271 approval in

two more States within five years is so small that the rational response of the market would be to

place no value on it.' Thus, whatever the legal status of Verizon's interest in Genuity, Verizon

clearly \vollid have an immediate economic interest equal to 80 percent of the value of Verizon.

Given these indisputable market realities, the proposed arrangement plainly would cause

Verizon to conduct its affairs, from the outset. in precise(',.! the same way as if it had an 80

percent equity interest in Genuity.

I The Llct that Verizon would not be able to exlruel the bendit of Genuity's appreciation until after Verizon has

IlbtaincJ Scction 271 ~lUthority in States accounting for l)5 percent of its access lines is irrelevant Verizon IS like an
illvestor who seeks to avoid a ban nn earnin~ bank Inlerest 1'01' one year by buyin~ a certificate of deposit with ~l

\)IlC-yC;H lllalUrllv dalc. rather Ihan opening a cla\ -I\l-day savings accoullt. Under cither ;Irrangelllcnl. nf course, the

invesllll 1-; c'amille: Interest dl/ring thai V(;lr

j'\c'11 '! Illl' Inark,'t \\cre II) disl'llllllt Ihl' l'ClllWlnlc' "diIiC of \/CIII.OIl·, IllleTcsl III (iClluit\ IU ,ll'CUUlll I'ul' thiS

11l111l11,'SIIILII rl,k it clc;trh "IHild sllll v,lIuc Veil/Oil' IlltereSI subst;lnll;lliv 111 C'Cl'SS III I () pcrccilt \)!' the \;lIuc of

(;l'!llllt\
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III. THE PROPOSED ARRANGEMENT WOULD uNDERMINE THE DUAL
OBJECTIVES OF SECTION 271

The proposed arrangement would undermine both of the objectives of Section ],71:

Verizon's incentive promptly to open its local market \vould be reduced, while it would have a

substantial incentive to discriminate in favor of Genuity,

Verizon's Incentives to Promptly Open Its Local Markets to Competition.

Incumbent monopolists have no incentive to open their markets to competition. Section ],71

seeks to provide the SOCs with a significant incentive - the ability to enter the in-region, inter-

l.ATA market, Indeed, the Commission has observed that without this incentive, '"it \vould be

highly unlikely that the competition would develop expeditiousl:y in the local exchange and

I k ,,6
exc lange access mar ets,

In the present case, the proposed arrangement would not create an incentive for Verizon

to open its local markets to competition. The need for Verizon to obtain Section 271

authorization in just three Slates within ten years of the enactment of the Telecommunications

Act is hardly an incentive to open its markets "expeditiously." To the contrary, because Verizon

would be able to reap the benefits of current participation in the inter-LATA market - especially

l)otaining the economic value of the Verizon's appreciation - allowing it to enter into the

proposed arrangement would decrease its incentive to open its local markets ..

I, (J\\csr (Jrder. 13 FCC Rcd at 21445

ClllW;11\ to the I\pplicanh' contention, the deCision of the MFJ COLIrt In the IL'I-( )/'lik (hclcl' . which allowed a
I~OC tu ubt,lln an option to purchase, for a lixed price. an entity that provided Inter-L;\TI\ services - does Ilot

,klllull\tldle thai ~l BOC 1l1~IV derive the ecollo1l1ic benetit I'ro1l1 lhe appreciatilln in v~ilue 01' an illter-LATI\ service

rm)vidl'1 dlllln~ Ih,' PCllOd bctlVel'n lhc ~,I';1I1t alld the e\ercisc of thc opti'JI1 \'L' t '/lIIL''; StuIL'1 oj .·III/Cl'Il·U I'

1I"r,'!!! (iL'Lill, ('<Jill/lUll!. ('II :\CtIOll S::'-I) II)::' (:\1I~:. II)S(»). I'he optllll1 ,It 1";'llc' 111 /;';-()f!lik rcqllin~d tl,C Bi)e
1" 111;lk·c' .1 '1~llllic,llil additlllilal pavlllc'nl at tilc lilllc Ihc 13<)C e.\erclscd the "pllllli \\ililc thh pricc' lIas spcCllicd III
~Idl ;llh',' II doubtless rclll'cied thc' e\pccted illucase III the v;lluc or thc t;Jr~el C(lIIIP;IIlI dllrlll~ the pcriod helwcen

._ _-_.__.._--_..__ __----
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Verizon's Incentive to Discriminate In Favor or Genuity. Until Verizon fully opens

its local markets to competition, it will retain the ability to discriminate against Genuity'S

competitors in the Internet backbone market There are numerous ways in \yhich Verizon will be

able to do so. For example, Verizon will be able to provide technically superior interconnection.

advanced access to network information. or preferential support services to its ISP customers that

connect to the Genuity backbone. Individually. instances of discrimination may be difficult to

detect. Collectively. they could significantly undermine competition in the Internet backbone

market.

The proposed arrangement would gl\ie Verizon concrete economic incenti yes to engage

ln such discrimination. As a rational market participant. Verizon would conduct its business

based on two assumptions: Genuity ultimately will be "re-absorbed" into Verizon and. once it is,

Verizon will obtain the benefit of the appreciation in Genuity's value. Consequently, Verizon

\yould have everv incentive to strengthen Genuity by discriminating in its favor.s The

Commission should not sanction an arrangement - no matter how artfully drafted - that would

have this result.

the adoption and e,ercise of the option. Thus. the BOC was not likcly to receive the benefit of the increase In value

resulting from the target company's provision of inter-LATA services during the period In which lhe BOC was

forbidden to have a direct equity investment in the target company. Rather. the BOC "paid in advance'" for the

e,pected aprreciarion Here. bv contrast. Verizon would be able [0 C,CITlse lhe option at Ill) cosl- thercby ~lliowing

It to c:\tl'act XO percent of thc appreCiation resulting from (;\.'Iluily·, pruvision Of' intcr-LA r:\ scrviccs dming the

!x:I'illJ in which Vnilon IVas forbidden to have ~l Jircct cqUil\ Invcstmcnt In C\CCSS ol'tcn pcrccnt In (jcnuity

, I hc SCCtlllil ~; I prllCl'SS is uillikc!y to scrvc ,h Clil cllcCII\l' lktL'ITcnl I'hc l"llllllllunIC,llIllI1S'\ct 1ll,Ikcs cleClr that.

II! c\.lludllng ;1 rHX"s SCUllin ~71 application. thl' ('"n!ll1is,lllll llleiV lllll\ cllllsidcr \\hcthcr thc nUl" h,IS cOl1lplicd

II !11i II!e' 14-puillt ClllllflclitlVC chcckllst. rhus. C\L:1l !I \,,'rl/llil dl,cI'II1lII!,lIC, III LIIlIr "I (;clluit\. lliis IS lIlllikcly to

Plt\\llk ,I hasis lur Ihc l"'ll1ll11ISSlllll tll dClly a SCCllllll .)71 ,Ipplir;ltlllil II! ,111\ .".IVL'll SlatL:
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CONCLUSION

For the foregoing reasons, the Commission should find that the revised proposal would

give Verizon "the equivalent" of an equity interest in excess of I0 percent in Verizon: that this

\vould cause Genuity to be an "affiliate" of Verizon; and, therefore, that the proposal would

violate Section 171.
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